


Street Reform and Consumer Protection Act in 2010 to provide for regular stress testing.? These tests
figure in a firm’s capital plan.® Stress test results control whether firms can raise dividends, or
repurchase shares.* Because capital is the frontline defense of bank safety, stress tests are critical.
Further, stress tests help with risk management, and are welcomed by many industry participants,
according to a review by the U.S. Government Accountability Office. °

The Board’s Proposal

With this series of proposals, the Fed plans to increase transparency, and restate its policies regarding
how it approaches the construction of the stress tests. Regarding transparency, the Fed proposes to
make public:

e Avrange of loss rates, estimated using the Board's models, for loans held by firms subject to the
test;

e Portfolios of hypothetical loans with loss rates estimated by the Board's models; and

e More detailed descriptions of the Board's models, such as certain equations and key variables
that influence the results of those models.

Further, the Board proposes "Stress Testing Policy Statement." This describes the Board's approach to
model development, implementation, use, and validation. (This statement replaces a prior statement.)

Generally, Public Citizen supports transparency. The Board’s changes can help observers determine how
an individual bank would perform under adversity. Greater transparency can promote market discipline,
as independent observers will be better able to understand the results of a stress test. To promote
public confidence in the banking system, results of the stress should be understandable.

In a recent round of tests, the Board approved all results and permitted major dividend payments and
share repurchases. Some experts argued that the Board had relaxed the test in the face of industry
pressure.® Some even questioned the validity of the exercise. Cato Institute scholar Kevin Dowd asserts
that the Board’s goal “to reassure the public that the banking system is safe” compromises its
objectivity. “The stress tests are not some independent assessment of the financial strength of the

2 Stress testing is not new. The CAMALS supervisory system includes, as the last factor, “sensitivity.”
® The plans then factor in the Board’s Comprehensive Capital Analysis and Review exercise.

4 The Dodd-Frank Act Stress Tests (DFAST) applies to Federal Reserve-supervised banking institutions with more
than $10 billion in total consolidated assets. DFAST projects how banking institutions' capital levels would fare in
hypothetical stressful economic and financial scenarios. It applies to a broad range of banking institutions and
consists of supervisory- and company-run stress tests that produce capital adequacy information for firms' internal
use and for public disclosure. The Federal Reserve also conducts a Comprehensive Capital Analysis and Review
(CCAR), which uses DFAST information to assess the capital adequacy (a quantitative assessment) and capital
planning processes (a qualitative assessment) for bank holding companies with total consolidated assets of $50
billion or more. CCAR generally does not require additional stress tests and uses the same data, models, and
projections used for DFAST.

5 Additional Actions Could Help Ensure the Achievement of Stress Test Goals, US GOVERNMENT ACCOUNTABILITY
OFFICE (Nov. 15, 2016) https://www.gao.gov/products/GAQ-17-48
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